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1S to create ,:1 cond1 t on 0 f II compet it i ve parity," by establishing

a system of efflcient comparative pricing ("ECP"). According to

the witnesses, competItive parity is achieved if (1) BA-Md. 's own

retail services are subject to the same wholesale charges that

are imposed on MFS- I (except to the extent that the cost of

providing those serVlces differ), and (2) BA-Md. 's retail prices

are set above its eOits.

According to Professor Kahn and Dr. Taylor, an

economically efficient charge to MFS-r for the wholesale services

includes both the incremental cost to BA-Md. of providing

interconnection and the amount of contribution that BA-Md. may

lose when it loses ~etail customers to MFS-I. Moreover, BA-Md.

asserts that the lo;t contribution that occurs when BA-Md. allows

MFS- I to interconnf ct in order to take business customers is a

very real opportunity cost of the decision to allow

contribution would be a requirement that it provide below-cost

lostforaccountingwithout

FA-Md. further argues that any requirement that

interconnectionpriceBA-Md.

II interconnection.

II
II

services to its cOl1petitors.

Accordin J to witnesEes Kahn and Taylor, since BA-Md.

includes in its prices for business services substantial

contribution to t Ie shared and common costs of the network, the

only way to achie' e retail parity IS for the same contribution to

be collected from MFS-I. They said that, in this way, the focus

of the competitiv~ struggle between BA-Md. and MFS-I will be the

retai 1 serv 1 ces hat both companl es are offering, and that the
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consumer will reap th ~ benefit of having those retail services

I provided at the lowest possible cost.

consistent with the Kahn/Taylor theory, BA-Md. witness Beard

reviewed the cost stu iies recently performed in Case No. 8462 in

determine extent

charge

directthepossible,

interconnectionan

the

develop

to

toorderIn

toorder

incremental costs of providing local exchange telephone services

to business exchanle customers in Maryland. 7 Ms. Beard

calculated that BA-Md. incurred direct incremental costs totaling

$12.81 to provide bU5iness dial tone line, local usage, message

telecommunications ,ervice (intra-LATA long distance) and

intrastate access co,ts that BA-Md. concedes it would no longer

customer.

incur if MFS-I prcvided these services to a former BA-Md.

Ms. Bear, i further calculated that, based on average

business local mess,tges per month, holding time per call, and

unit access costs p:~vided in Case No. 8462, BA-Md. would incur

an average direct c( lSt per line per month of $1.06 to terminate

MFs-r calls on BA-Me. 's network.

Mr. Walla:e took Ms. Beard I s raw data and calculated

the contribution th~t he assumes will be lost per busineFs line

Bothfrom MFS-I's entrynto the business local exchange market.

Ms. Beard and Mr. Wallace based their analysis on the local

exchange services (both dial tone and usage), plus intra-LATA

toll and intrastat ~ access. Not included in the analysis were

-'-'-'---'-~--~---'--_"-~---

7
Accord~ng to F3. Beard, d~rect incremental costs are costs that can be

posLtLvely LdentLfLeo as be~ng caused by the provision of a serv~ce.

Ms. Beard dLfferentlated dLrect Lncrementa: costs from shared costs (which are
aSSOcldted with a g oup or famLly of serVlces, but cannot be directly
assoclated ·""l.th :Jne sreclfLc serV1Ce) and ::ommon costs (which are not related
~D the prov~slon ~! 3' ~ndlvldua: serVl era partlcular group of serv~ces).
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other services which ~re provided over the local dial tone line,

such as vertical s~rvices. Based on the identified four

services, Mr. WallacE calculated that BA-Md. received an average

monthly revenue per business line of 8$46.70. Subtracting the

$12.81 in direct incremental costs for those services,

Mr. Wallace calculatf~d that SA-Md. would lose $33.89 per month in

contribution for eac I business line served by MFS-I. Adding the

$1.06 per month dJrect cost of terminating MFS-I calls on

SA-Md. I S network, MI" Wallace determined that the total cost of

interconnection i~cluding both thp. contribution foregone

I (opportunity cost) and the direct cost of interconnection

would be $34.95 per month.

From this data, Mr. Wallace proposes a revised switched

access charge which is based on the currently effective switched

call, the access tariffs would reflect a charge of 6.1 cents per

access

II
tariffs. Based on the length of the average business

call. Mr. Wallace estimates that under this charge BA-Md., on

average, would recEive $20.48 per line from access charges from

MFS-I monthly for completion of their local calls using BA-Md.'s

network. Such rev,mues would reflect a substantial part of the

contribution that SA-Md. claims is required from MFS-I for

reasonable compensation for the interconnection service. The

remainder of the clntribution SA-Md. proposes to assess to MFS-r

is in the form of t monthly CCC of $14.47.

8 If vertl.cal ,'erVl.ces were included in the calculation, Mr. Wallace
mal.ntal.n5, SA-Md. re,lize5 an average total monthly intrastate revenue of
$70.8l per bU5l.neSS . toe. SA-Md., therefore, 1.5 not seeking to recover the
cootrl.butl.on l.t wl.11 Lose from the addl.tlonal $36.92 l.n monthly revenue per
~~ne
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Other part es take issue with the economic soundness of

the Kahn/Taylor anal"sis, and particularly with how the theory is

proposed to be appli 3d under the facts and circums'tances of this

case.

Mcr witne;s Cornell argues that BA-Md. 's proposed

interconnection priclng would in effect act as a barrier to entry

and deprive Maryla1.d customers of the benefits competition

brings. According t) Ms. Cornell, BA-Md. would be guaranteed the

same level of profits no matter how much of the market it is able

to retain. Accordirgly, Ms. Cornell asserts, one of the primary

benefits of competition -- increased efficiency -- would be lost

because guaranteei 19 profits to SA-Md. would remove any

competitive pressur· 's on the overall level of costs experienced

by SA-Md. Any Cl rrent inefficiencies that are now part of

SA-Md. 's revenue reuuirement would not only remain but now become

part of the burden in the entrant. For that reason, MCl urges the

Commission to impose interconnection policies that will produce

reasonable rates on non-discriminatory, reciprocal terms.

As noted ibove, MFS-I considers it reasonable that the

interconnection rat~s that will be imposed for services received

from SA-Md. should include a contribution to joint and common

costs. However, MVS-I strongly objects to basing the contribu-

tion on the conce)t of ECP. Instead, MFs-r offers that the

appropriate markup above incremental cost for interconnection

services should bf determined in the same way as markups for

other bottleneck s~rvices. MFS-} suggests that this result can

oe achieved by USJ~g SA-Md. 's markup above incremental cost for

49



STATE OF MARY',.ANO

'UBLIC SERVICE COMMiSSION

such other serVlceE or its more competitive services as a

benchmark for the a lowable markup on bottleneck services. In

this connection, MFS-I notes that Staff asserted that four cents

would provide an aplropriate markup above Bell's direct cost of

terminating calls.

MFs-r also considers BA-Md. 's definition of

"contribution" unrea50nable. As applied by BA-Md., "contribution"

consti tutes the dif ference between revenues and direct costs.

"Contribution," therefore means more than the recovery of joint

and cornmon costs; i1 includes BA-Md. 's profits. Furthermore, if

MFs-r

BA-Md. gains a cus t,omer, the total difference between direct

costs and revenues constitutes an increase in BA's profits.

MFS-I argues that >ince contribution is defined as the total

revenue from the s ~rvice minus the direct (marginal) cost of

providing that serv lce, such an application of the Kahn/Taylor

theory would guaran:ee that the entity controlling the facility

to which interconn~ction is required is completely protected

against any loss resulting from competitive entry.

rei terates the test irnony of Dr. Cornell, namely, that BA-Md. 's

earnings would rEmain constant, regardless of its 3kill,

market.

efficiency, and cre~tivity in providing service in a competitive

As such, MFs-r argues, BA-Md. I S approach is squarely

contrary to the pul,lic interest in principle, and would also be

lnequltable and ext r-emely impractical to administer.

Furthermc re, MFS- I caut ions that BA-Md. 's position on

the recovery of 10Et contribution should not be confused with the

arguments slTIlulta leously advanced by BA-Md. that such a
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contribution is rea~ onable in light of BA-Md. I s obligation of

providing universal service or of being the provider of last

MFS~ I conc' ~des that there are some costs, both direct

and cornmon, associ.: ted with these obligations, but that the

amount of contributJ on BA-Md. asserts will need to be recovered

has no particular ogical or mathematical relationship to the

cost of assuring I niversal service. MFS-I argues that the

funding of universal service should be considered separately from

the interconnection charges imposed on MFS-I, but notes that the

costs properly attributable to universal service are only a small

portion of BA-Md. 's common costs.

Staff and others assert that BA-Md. 's promise to reduce

its CCC charges if ind when it reduces its rates to end users is

an empty gesture I lecause the ECP is designed to eliminate any

incentive BA-Md. night have to reduce rates in response to

competition.

As to 4' conomic efficiency arguments advanced by

If the

Professor Kahn and )r. Taylor, MFS-I believes it knows why BA-Md.

considers its app.ication of the ECP model "efficient" fro~

BA-Md. I s point of view: because it allows an incumbent to be

indifferent to the entrance of competitors who depend upon it for

interconnection to an essential input of production.

Lncumbent 's servic es are being sold at the profit-maximizing

monopoly price I ~hen ECP interconnection would allow the

incumbent to conti lue collecting the same monopoly profits, even

Lf the newcomer ca ltured all customers.
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MFs-r finds it more difficult, however, to see why ECP

should be efficient or even rational from a pUblic interest point

of view. MFS~l di;putes, particularly, that the public interest

requires that BA-Hd. continue earning its present level of

profits, just because these profits were approved by the

Commission in the ast rate case as the amount needed by BA-Md.

to be given the opnortunity to earn a reasonable rate of return

on equity. In th lS regard, MFs-r notes that it is generally

recognized that thf~ goal of a ·regulatory agency is to set rates

at levels that pre duce approximately the profits that could be

earned by a firm in a competitive market. If actual experience

in a competitive marketplace demonstrates that the level of

profi ts achievable by an efficient firm is different from the

legal approximaticn adopted by the Commission, there is no

economic justific'1tion for trying to maintain a higher,

inefficient level of profits through manipulation of inter-

connection charges

Beyond the general computation of the CCC, MFs-r takes

particular issue with the fact that BA-Md. includes lost

contribution from intra-LATA toll and switched access service.

MFS-I notes that FA-Md. 's intra-LATA toll services have been open

to competition f'lr nearly a decade, and its switched access

I services have lOllg been subject to "bypass" by interexchange

carriers using de, icated connections to their end user customers.

BA-Md. is not Entitled to recover lost "contribution" from

interexchange car ~iers when they compete against BA-Md. in toll

and access servi es. Even if recov(~ry of lost "contribution"
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from competl tors cou d be j usti f ied on the grounds of economic
,I

if efficiency and pUbl;.c policy, whlch MFS-I contends it has

II demonstrated is not the case, MFS-I maintains that there still

Iwould be no justifi( ation for singling out MFs-r alone for an

I interconnection charqe that is not applicable to other entities

competing with BA-Md for similar services.

Overall, HFS-r asserts, the ECP theory is plainly

designed to prohibit competitive entry, efficient or not. MFs-r

interconnection prices so that (a) most likely no one would seek

considerwould

or

setthen

regulatora

preserved,

and

ifonly

would be

desirable,was

reasonablf:!

monopolythe

monopoly

and

approachthi~

BA-Md 's

marketthe

that

enterto

, assumed

II

I
(b) if anyone did enter the market, the monopolist would be

completely insulate i from any economic impact. In such a case,

MFS-I suggests it/ould be far simpler to prohibit competition

would do the same t"ling indirectly.

system of

interconnection

establish

indeed, a

toaimour

contribution charges that

arguments that have been

efficient and fair. In

conclude that,

is

we

and

are

it

which

a

evidence

above,

proceeding,

all

,dopt

ctarges

to

thi~ ;

of

noted

in

As

than

presented

consideration

1,1 outright

II
I'

II
i
I

competitive carrie- should be required to make a contribution to

that portion of 1 he joint and cornmon costs of the ubiquitous

network that was heretofore provided by the local business

service which the incumbent carrier will lose to competition. We

do not agree with SA-Md. 's position, however, on the computation

of what constitut. s a reasonable contr~bution.
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We are rem nded by various parties of the precedent for

a contribution chaJge which was embodied in the rates for

interexchange access services which were established when BA-Md.

lost all of its int-astate interLATA toll service. Both at the

federal level and (t the state level, ''''hen determining access

charges, the regula ::.ory agencies were cognizant of the initial

need to carry fOrwald the contribution to the local network which

had been embodied n rates for toll services. At the federal

level, such contrib ltions were later mit:igated by shifting cost

recovery to the 10 ~al network (as through the subscriber line

charge) ; this was done, however, wi thout depriving the local

exchange company of the recovery of such joint and common costs.

While interexchange access rates may not constitute a

precedent that is cn point, Staff refers us to a decision by the

FCC in Docket Nos 91-141 and 92-222 dealing with rates for

expanded interconrection and allocation of general support

facilities costs. In that case, the FCC determined that all

market participant:> should contribute to regulatorily mandated

support flows ref13cted in the LEC's rates for services subject

to competition. Although permitting the local exchange carriers

to demonstrate tle need for contribution charges, the FCC

rejected the methoj for developing a contribution charge proposed

by Professor Kahr among others, which would allow the local

exchange carriers to recover a contribution automatically in the

amount equivalent to their special access and interconnection

revenues mlflUS ~heir incremental cost of providing these

serVlces. The F' C conc Luded that such an approach would force
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Clear a slgni f lcant portion of overheads and

would tend to rest.. 1t In an unduly high contribution element,

unreasonably dlscoli caging the use of expanded interconnection.

Ultimately, the Fe' found such an approach would reduce the

consumer benefits 0 competition as an incentive for improved LEC

efficiency and inrovation. As to the fairness of such a

decision, the FCC noted that the price cap system and other

Commission rules WC.lld give the LECs an adequate opportunity to

recover general o"erhead revenues lost when customers take

service from an int, 'rconnector.

We recognize that this FCC decision necessarily

consti tutes no pre ~edent in this case, both as to regulatory

oversight and the nlture of the services at question, although it

does provide a meth)dology attractive to Staff, which urges us to

adopt it. However, at a minimum, it expresses concerns that were

raised by other pa r-ties, and concerns that we share, over the

application of the Kahn/Taylor analysis as interpreted by BA-Md.

In this case. In his connection, we note that while we do not

The

operate under a K< .hn/Taylor price-cap model of regulation for

BA-Md., the flexH le regulatory scheme and ; ncentive rate of

return, whi.ch we 'stablished in the current regulatory model,

provide an opport\.:: r1i ty for recovery of joint and common costs

SUbstantially simi,ar to the plan put in place by the FCC.

It is w th this information and background that we

approach our decis on on the issue of the need for a CCC and/or

recovery of a c: ntribution through the access charge.

OffiInlSS1on accepts "he theoretical. validity of allowing BA-Md. to

5
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recover a reasonablE: portion of contribut1.ons to overhead and

common costs lost to local exchange competitors, much as we

authorized the sett ng of intrastate access charges for long

distance service at .evels sufficient to retain at least some of

the contribution los: when BA-Md. was foreclosed from inter-LATA

service. Therefore we consider it in the public interest to

ensure that the computation of such a charge is drawn in such a

way as to insulate other basic rates from undue upward price

pressure.

In this regard, we initially note that the local

exchange access charge of 6.1 cents per call proposed by BA-Md.

is based on the current level of intrastate interexchange access

charges. As we noted above, the intrastate interexchange access

charges reflect a s~bstantial level of contribution. In fact, in

this proceeding, s<,me parties argue that the current intrastate

interexchange accefS charges are priced unreasonably above cost.

Therefore, these I arties prefer a local termination charge of

4 cents per call or less. They argue that BA-Md. 's proposed

6.1 cents access charge should not be utilized.

We note that criticisms of current intrastate inter-

exchange access crarges are constantly advanced by interexchange

carriers. Howevel, this proceeding is not the appropriate forum

I for us to address the level of such charges.

As disc'ssed above, we accept the principle that MFs-r

is responsible f r contributing a certain portion of BA-Md. IS

costs of ensurIng universal service. This record is insufficient

to make a final "~termination of what that amount should be.
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present, therefore, we will direct BA-Md. to file revised

intrastate access ta'lffs that reflect charges for local exchange

interconnection bas€ d on the 6.1 cents computation. We will

accept these tariff:; on a temporary basis I subject to further

consideration in Phdse II, if MFS-I is able to commence service

as a co-carrier prier to the conclusion of Phase II.

As we no.ed above, such tariffs will satisfy about

60 percent of SA-Me. I s claim for contribution from MFS-I. In

Phase II we will 'urther investigate whether the contribution

embedded in the 6.1 cents charge for local exchange

interconnection i; reasonable, and whether an additional

mechanism for reco~ering lost contribution should be established,

such as the CCC.

To give guidance to the parties in Phase II, the

Commission believes that an appropriate amount of contribution

from local excharge competitors is their fair share of the

contribution needei to keep residential rates, and rural business

rates I at levels 1ecessary to allow for universal service. We

are not persuaded that BA-Md. I S application of the Kahn/Taylor

theory, which is eimed at effi.:ient entry rather than determining

i any cost suppor: necessary to maintain universal service,

reasonably will a=hieve this goal, at least as presently applied

by BA-Md. Inste ~d / other avenues of determining the amount of

contribution nee led, and methods of collecting it, should be

explored.

In thJ3 regard, for example / we note that BA-Md. IS

present appllca' ton of the Kahn/Taylor theory is based upon
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'i
revenues currently :-ecelved under rates that were accepted as

reasonable In Case No. 8462. The Commission used a 1991 test

year In that procee: ing, however, which means that the ratemaking

data underlying BA-1d. 's current proposal are becoming outdated.

The Commiss.i.on beli,'ves more current data would help us determine

the amount of cont ibution needed by the various basic service

classifications, ani aid us in designing the appropriate amount

of contribution t( be provided by MFS-I and the method of

collecting it.

We invit- the parties to contribute to the investiga­

tion of the matter of the appropriate level of contribution to

shared and common osts to be included in local access charges.

Furthermore, in ord?r to facilitate our review and determination,

we direct SA-Md. to file with us in Phase II more current

evidence on result of operations on a service category basis.

In Phase II, the CJmmission anticipates examining DTL and usage

costs of serving c\ stomers in the various service areas, and the

revenues received for these services. In addition, the

Commission will eXc,mine revenues from basic service customers for

all other-th2n-com )etitive services, including the contribution

from Yellow Pages.

In othe words, the Commission is interested in

determining in Phae II more precisely the extent of contribution

that IS needed tc

Maryland customers

keep basic telephone service affordable for
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L. Local Number Po)~tability.

As mentic. ned above, co-carrier interconnection would

resul t ~n the dir'~ct assignment to MFS-I of its own central

office numbering pI efixes (or "NXX codes"). As MFS-I explains,

under the North American Numbering Plan telephone numbers

are composed of an area code, a central office prefix, and a

four-digi t station number (e. g., in the Commission I s telephone

number of 410-767-8000, 410 is the area code, 767 is the central

office code, and 8COO is the station number). The area code and

central office code specify the LEC end office switch that serves

the telephone numbEr (e.g., all telephone numbers beginning with

410-767 are served by the same BA-Md. end office that serves the

Commission. ) LECs and IXCs across the United States use this

information to route calls to the correct switching destination.

As a result, under co-carrier interconnection, MFS-I would assign

each of its custolners a new telephone number using a central

office prefix assicned to the MFS-I switch, rather than to a Bell

switch.

It was 1..ndisputed that a requirement that customev-s

change their telephone number as a condition of subscribing to a

new carrier's ser' ices would be an impediment to competition.

MFS-I described be th short-term and long-term solutions to the

issue of number p, ,rtability. However, MFS-I proposes that the

Commission only take action at this time on the short-term

solution, and al ow the parties to pursue other approaches

through lndustry-I i.de fora and technical discussions. MFs-r

requests, however, that the CommlSSlon should require SA-Md. and

" 9
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MFS-I to cooperate ,n further study of these issues, and to

report within 180 lays a timetable for conducting technical

trials of tru€ numbEr portability; if the carriers cannot agree

on a schedule, the Commission should take further appropriate

action.

MFS-I's mcdest short-term number portability proposal,

which MFs-r maintairs is entirely within the present ability of

the Commission to iUthorize, is called Flexible Direct Inward

Dialing ("Flex-DID" Basically, it is a form of reseller inter-

connection. MFS-I ~ould subscribe to BA-Md. DID trunks for the

receipt of incoming calls to numbers that its customers desired

to retain. This service would be identical to BA-Md. 's existing

DID offerings, with the exception that any telephone number that

a customer desired to switch to MFS-I could be designated as a

DID number (the ex ..sting tariff only permits DID numbers to be

assigned in consec ltive groups of 20 numbers). BA-Md. agrees

that, subject to appropriate technical trials, the Flex-DID

proposal is techni:ally feasible and can be provided. BA-Md.

notes that this se-vice should be provided from BA-Md.'s DID and

PBX tariffs, and 10 unbundling of BA-Md.' s services should be

required.

The Commission notes that local number portability is

the subject of in, iustry-wide discussions. Therefore, long-term

technical solutiors are likely to be found on a national basis,

as opposed to the efforts of just two parties to this proceeding.

Accordingly, whi 1) we do not oppose discussions on long-term

so 1ut 10ns bet'..;eer MFS- I and BA-Md., the Commission also is

60



STA'E OF MARYLANS

~ UBlIC SERVICE COMMISSION

reluctant to invest ts resources in trying to resolve an issue

that ~s currently being studied by many others possessing

technical resources :hat outstrip our own. For this reason, the

Commission does not )rder BA-Md. and MFS-I to embark on their own

course of study, and does not require them to provide a timetable

for their own technj~al trials.

The Commii ,sion does, however, direct those parties to

keep us informed abcut advances that they or others may have made

in devising a 10ng-1 erm solution to the technical aspects of true

local number portat ility. Should such a solution become known

during the Phase II proceedings, the parties may present it to us

for our considerati)n. In the meantime, MFS-I is free to utilize

Flex-DID, as descr bed on the previous page, utilizing BA-Md. 's

existing DID and PBX tariffs.

M. Regulation of aA-Md.

Although not opposing competitive entry, BA-Md.

strongly believes that the Commission must make a change in the

regulation of B~-Md. in response to the "cream-skimming"

competitive entry that MFS-I proposes. Mr. D'Alessio d~scribes

the current regul ~tory sharing system in Maryland as requiring

BA-Md. to cover Lts approved costs, including its shared and

common costs and its authorized rate of return, by collecting

contribution fran averaged prices on other-than-competitive

services in orde" to protect prices for residential dial tone

service. Professor Kahn and Dr. Taylor find this system

thoroughl y Incon lstent wit h unconst rained entry by competitors

b 1
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Lnto the markets the t the regulatory system has loaded with a

disproportionate res )onsibi li ty for the approved. costs of the

state-wide network. Therefore, if the Commission is going to

allow MFS-r and otrers to provide competitive service, BA-Md.

maintains, existing regulatory systems must be changed to

recognize that the entrants will naturally go after the services

and markets that povide the greatest contribution. That is

where BA-Md. expec's competitors most likely to be able to

underprice, regardless of whether they can actually provide

service more efficiEntly than BA-Md.

Mr. D' Ale:sio believes that there are two paths that

regulatory change (an follow. One is to allow a comprehensive

rebalancing of BA-M1.'s rates to allow it to collect shared and

common costs where' er the market will allow, without regard to

the fact that this may cause residential and rural rates to rise

substantially. B\-Md. does not believe that this path is

feasible, because 'he practical requirement that the rebalancing

minimize rate shoc~ would so extend the transition that BA-Md.

would remain vulnerable to serious damage from cream-skimming for

years to come.

The secold regulatory reform path would recognize both

the practical reql irement to protect large numbers of customers

from such rate lncreases, and the need to preserve BA-Md. 's

ability, as the provider of Last resort of the state-wide

infrastructure, '0 collect the shared and common costs of

preserving and mproving that infrastructure. This is the

regulatory reforw path that Mr. D'Alessio proposes:
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to protect residentia dial tone service from the price increases

that selective compo titive entry Lnto business markets would

I otherwise require, a tong with a set of interconnection pricing

rules, including the Competitive Contribution Charge ("CCC"), to

ensure that competition occurs on equitable and economically

efficient terms.

According to Mr. D I Alessio, such terms would require

the new entrant to l,ear the same costs to support the state-wide

infrastructure that BA-Md. does, including the contribution that

BA-Md. loses when customer shifts to the new entrant. This

rule, in BA-Md. I s v Lew, would generate the more efficient -- and

cost-effective telecommunications system for Maryland's

consumers, because Lt results in the most efficient (lowest cost)

provider serving tre customer.

BA-Md. m,lintains that it is the Commission's task in

this case to balance the benefits and burdens of emerging

competition, both n the short term (by permitting competition to

go forward in a menner that minimizes the risk to contribution),

and in the long term (by implementing changes to Maryland IS

regulatory scheme that will permit Maryland to benefit from an

increasingly compltitive telecommunications marketplace).

BA-Md. asserts that evidence before the commission

supports BA-Md. I position that the onset of local exchange

competi tion requ res a change in BA-Md. I S regulation from the

present sharing/rate base/rate of return arrangement. BA-Md.

makes a strong plea that pr~ce cap regulation is the most

appropriate answ ~r to the problem. It says that price caps will
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protect basic rates, eliminate the need for cost allocation by

BA-Md. maLntains that the historical practice of

residually pricing 1asic telephone rates has maximized revenues

from other service c~tegories, such as business service, in order

price cap system P\t in place contains a deflator based upon a

decrease

category.

will

service

rates

Tn the extent that the

basic

basic

theinincrease

n productivity,

COitthe

increase

the preservation of tLest2 basic rates.

presumed

I
to minimize

BA-Md. claims that the first benefit of a price cap regulation is

I
I

I
I

annually by the proiuctivity factor less increases in inflation.

As descn bed by Mr. 0 I Alessio, BA-Md. favors a price

cap system that ncorporates a simple price cap for basic

services for severel years, to be followed by a cap that adjusts

for some measure of inflation minus a reasonable measure of

expected producti'ity gains. Pricing flexibility should be

provided for discretionary and emerging competitive services.

Included within t he capped prices and thereby subject to

reduction by a factor to be designated by the Commission -- would

be charges to com;)etitors, such as the Competitive Contribution

Charge. If pri::e caps were combined with the freedom to

deaverage and flelibly price the services outside the price caps,

the Commission wculd also ensure that competitive rivalry among

BA-Md., MFS-I, ard the other entrants would drive down BA-Md. 's

costs for the s,t"vices In contest, and thereby progressively
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reduce the size of :he CCC that MFS-I and other entrants would

pay.

In its In tial Brief, BA-Md. maintained that no party

raised a substantivf' objection to the imposition of a price cap

form of regulation. The Reply Briefs of some of the parties,

however, dispute BA-Md. 's claim. Additionally, in recognition of

the need for legi~lation for the Commission to be able to

authorize price Ci~ regulation, parties are concerned that

waiting for price 'ap regulation wi 11 improperly delay MFs-r 's

application if regulatory changes are made a condition precedent

to MFS-I's operatiols as a competitive local exchange carrier.

BA-Md. t rotests that that is not its intent.

Consistent with th-? position put forth above, BA-Md. supports

MFS-I 's immediate € ntry as a reseller (but not as a co-carrier),

and suggests that "hase I I of this proceeding be used, in part,

to develop the C>mmission's legislative initiative regarding

we

MPC and other parties who argue

in 1 ight of BA-Md. I S request,However,

proceeding to put into effect any regulatory

We agree with Staff,

session.

that this is not t ,~

changes for BA-Md

find that the issu~ raised by BA-Md. warrants discussion.

price caps in advallce of the General Assembly's 1995 legislative

I
I
I
i

The ComrnLssion has consistently taken the position that

BA-Md. should be given the freedom to respond to competition

I wherever serious competition to services provided by this carrier

develops. To tha end, the Commission has divided the services

provided by this (arrier into so-called "competitive" and "other-
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than-competitive" c, tegories. How competitive and GTC are

I defined, and at what point any serVlce may be reclassified, are

set forth in the CO~llssion's orders.

The mostecent proceeding for BA-Md. ' s GTC services

was Case No. 8462. In that proceeding, BA-Md. had proposed a

continuation of the ~lternative regulatory plan at the expiration

of the initial thref-year period for another three years. Under

the alternative regllatory plan that was most recently continued

in Case No. 8462, tle other-than-competitive rates were set at a

level to provide BA-Md. sufficient annual revenues to cover the

annual revenue requ ,rements determined in that case based. on the

traditional expense rate base and rate of return formula. The

statutorily presc -ibed determination of overall revenue

requirements, howev~r, in no way precludes pricing flexibility to

be built into the -egulatory regimen, provided that the overall

lncentive rate of return, as previously determined, remains

within a reasonable range.

Under th,· decision in Case No. 8462, basic rates will

remain unchanged ( r capped) until 1996, unless otherwise ordered

by the Commission, when the continuation or revision of the

alternative regula:ory plan will be reviewed. Although, in Case

for another thre'

,

I

No. 8462, BA-Md. ~ould have preferred to extend the present plan

years in 1996, the Commission found that

re-examination at the end of the first three-year period would

provide an opportl nity to see whether further changes to the plan

were appropriate especially in light of rapidly changing

developments 1n + he industry. The Commission anticipated that
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i!
new services may be offered, with some of them falling into the

GTe category. A.dditLonally, services that formerly were monopoly

offerings of the Company may now also be provided by other

entities in competi ~.ion with BA-Md. The Commission found that

such changes may ju:tify further adjustments in the structure of

regulating service~ not yet fully competitive or further

regulatory bifurcatJon from that presently in effect.

In view )f BA-Md. IS request, it is appropriate to

consider whether thi~ current regimen should be aborted prior to

the initial three-year period, or to what extent relief can be

granted within the :onfines of the current regulatory plan. As

we noted above, undfr Maryland's statutory provisions, rates have

to be anchored in r~turns on investment. Unless these statutory

requirements were llllended by the Maryland General Assembly, a

Kahn/Taylor model 0 price-cap regulation would not be consistent

wi th the statutory requirements. However, if and when th~se

requirements are amended by the Maryland General Assembly to

permit price-cap rEgulation, BA-Md. would not be precluded from

petitioning the Commission to institute a proceeding for further

review of its regu13tion, even if this should occur prior to the

expiration of thE three-year effectiveness of the current

alternative regulat)ry plan. However, pending any such action by

the General Assemb y and our receipt of a petition from BA-Md.,

we do not see any need to disturb the current regulatory plan

which was put into effect by our 1993 decision in Case No. 8462.

We do not View tl e currently effective regulatory plan as so

-ilstlnct from pr ce-cap regulation,

h7

or otherwise unfair to
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I BA-Md. I as to requi ~e any remedial action by the Commission. The

current plan prov des considerable flexibility to BA-Md. to

respond to compet tive developments. Also, as indicated by

BA-Md. I S quarterly financial reports, the company is able to

achieve a rate cf return which appears quite satisfactory

relative to industry earnings.

As menticned before, under current law rates need to be

anchored in rate oj return. In Case No. 8462, an incentive rate

of return was es1 ablished and a "sharing mechanism" between

BA-Md. and its cus:omers was established for earnings above the

flexible range. ~ price-cap regulatory regimen, as noted by

Professor Kahn, wo, Id eliminate any sharing obligation. In light

of developments sui,sequent to the setting of revenue requirements

in Case No. 8462 I particularly certain accounting changes that

have been authoriz ~d, it is not likely, in the short-term, that

any substantial sh,iring will occur.

Al though in Case No. 8462 OTC rates were capped, the

CornmissionHs deci ;ion left room for price adjustments under

certain circumstan:es. For example, BA-Md. requested permission

to ask for auth)rity to restructure its intrastate ~ccess

transport rates p ~ior to the anticipated proceeding in 1996 in

order to mirror ctanges which may occur at the interstate level.

We suggested that BA-Md. make such a request at the appropriate

I
II

time.

Furtherr ore, the Commission authorized BA-Md. to

request that serVlces which were becoming sufficiently competi-

68



STATE OF MARYLA'"D

PUBLIC SERViCE COMMISSION

l' tive be moved out of the GTe designation if supported by

sufficient evidence of competition.

BA-Md. dOf 's not suggest that it is timely to move any

part of basic businEss services into the competitive column. Nor

does Mr. D'Alessic suggest that at the present time, basic

business services \. 'ould not be subject to price caps when he

suggests that price caps should be considered combined with the

freedom to deaveragl: and flexibly price these services. However,

by asserting that the competitive carrier would seek entry only

where the averaged business rate supplies the highest

contribution, the i1plication is that in order to be able to meet

such competition, blsiness rates need to be deaveraged.

The CmnnL ssion has recognized in the past that the

costs underlying dial tone differ with the density of

subscribers. For that reason, dial tone rates are deaveraged by

rate classes. At the present time, dial tone rates in Rate

Class A (which is the most likely area where competition will

In Case No. 8462, the Commission considered whether

were further subdi'ided in A1 and A2 and B1 and B2, the changes

were limited to a further deaveraging of the residential flat

Although Rate Class A and Rate Class B

first develop) are Lower than dial tone rates in Rate Class B.

rates should be iurther deaveraged by establishing a larger

number of rate cla;ses.

rate (usage) servi :e. However, we do not prejudge future BA-Md.

requests for furth'r subdivision of the rate classes, in order to

provide dial toneates which more closely trace costs. While in

testimony SA-Md. Ii tnesses maintained that regulatory changes,
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such as deaveragir::l of rates, should be authorized concomitant

wi th MFs-r 's entr into the Maryland market, on brief BA-Md.

seemed to drop pur:uit of this course of action. On brief, BA-Md.

abandons many of t~e arguments previously made, and concentrates

on a big push fa· the Commission to seek authority from the

General Assembly in its 1995 session to adopt a price cap

regulatory scheme Eor BA-Md.

Under t Ie circumstances of this case, however, any

reclassification "'hich may res'ult in lowering rates for the sub­

rate class could lot be offset by increases to other subdivided

rate classes, penclng a general BA-Md. rate proceeding. Further-

more, any such reo te revision would have to reflect the average

joint and common costs which are assigned to that class of

service.

While "'e do not prejudge any regulatory issue, the

above discussion Ls intended to give guidance to BA-Md. and all

parties with resp~ct to our regulation of BA-Md. The evidence in

this record does not persuade us that the authorization of MFs-r

to compete with B~-Md. as a co-carrier necessitates any immediate

change in the existing framework for regulating BA-Md.

However, the evidentiary record does persuade us that,

in the future, i- would be advisable for the Commission to have

broader discreti m to consider forms of regulation, other than

the rate base/late of return requirements, to set
9rates.

9 Indeed. al hough such was not discussed ~n the record ~n this
proceeding. t:1e '::or,lTll.SSiOn considers that it may be advisable to have the
authority to ::-on91 er other forms of rate setting not only with respect to
telecommunlcat.~cns·ompanles but also ~,~t_h respect to other ~ndustr~es and
publIc serVlce ccm~ ,nles wh ch are regu.a~ed under Md. Ann. Code art. 78.
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